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We consider here whether certain allegations against a
crimnal defendant can be prosecuted under the Bankruptcy Fraud
statute, 18 U.S.C. 8 157, a question which places us on the |ine
between civil and crimnal penalties for wongful acts. As this
statute is relatively new, having been passed in 1994, and has to

dat e gone unconstrued, ' we address this issue at some |ength.

| . Procedural Background

On January 13, 2000, the CGovernnent filed a ten-count
Super sedi ng | ndi ctment 2 chargi ng Robert Lee with three counts of
mai | fraud, one count of conspiracy to defraud the United States,
two counts of tax evasion, two counts of filing of false tax

returns, and one count of bankruptcy fraud.® |In advance of the

'Nei ther we nor the parties were able to | ocate any
case |law construing the application of 8 157 in a manner
pertinent to this case. The 1999 supplenent to the United States
Code Annot ated, published by the West G oup, contains no case
annotations for 18 U S.C. § 157.

*The Governnment had filed its original fourteen-count
I ndi ct ment on August 19, 1999. The Supersedi ng I ndict nent
del eted four of the mail fraud counts and nmade m nor | anguage
changes.

*The bankruptcy fraud count also alleged violation of
18 U.S.C. § 2, aiding and abetting.



trial scheduled to begin next Mdnday, Lee has noved to di sm ss
Count 10* of the Superseding Indictnent, arguing that his
actions, as the Governnent alleges them do not anmount to a

violation of that statute.

1. The Governnent's Allegations®

Robert Lee was an officer of Ostony Specialists
("GCstony"), a nedical supply conpany that filed for bankruptcy
under Chapter 11 of the Bankruptcy Code on May 4, 1995. Gstony
t hen becane a debtor-in-possession, and Lee, as a corporate
of ficer of the debtor, becane a fiduciary of the bankrupt estate.
After Ostony decl ared bankruptcy, Lee proposed to |ease® some
lowair-loss beds to Ali Industries ("Ali")’ because Ostony was
no |longer able itself to lease themdirectly to patients, since
OGstony had been suspended as a Medi care provider on February 15,

1995.

“Count 14 of the original Indictnent.

*The Superseding Indictnment contains allegations of
various conspiracies and frauds related to Lee’s operation of
several nedical supply businesses and their Medicare billing
practices. The bankruptcy fraud charges, however, are based on a
nore narrow set of alleged acts, and it is only these that we
wi || describe here.

®Because Ostony was a debtor-in-possession, all
expendi tures outside the normal course of business, evidently
including this | ease, nust be approved by the creditors and the
Bankrupt cy Court.

"These beds are apparently | eased by medical supply
conpani es to individual patients. Here, evidently, the idea was
for Ali to re-lease to patients the beds it |eased from Gstony.
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As it happens, the owner of Ali was an enpl oyee of
Lee's in anot her business, and, according to the Governnent,
Ali’s owner had no experience in billing Medicare. The | ease was
to run from Cctober 4, 1995 to May 15, 1996. Evidently because
of the relationship between Ali's owner and Lee, and because of
di sputes over the |l evel of conpensation appropriate for Lee to
earn on the |lease, the creditors objected to the proposed | ease
and wangling ensued in Bankruptcy Court. Only on April 29,
1996% did Lee actually file with the Bankruptcy Court a consent
order providing the agreed paynent provisions. Under the terns
of the lease as filed wth the Bankruptcy Court, Ali could keep
twenty percent of any nonies collected from Medicare for the re-
| ease of the beds, and Ostony woul d receive the remaining eighty
percent. According to this April 29 consent order, Lee and his
busi ness partner would receive the |Iesser of (1) ten percent of
the net receipts fromGstony's | ease of the beds to Ali or (2)
$500. 00 per week. ®

Not wi t hst andi ng that final Bankruptcy Court approval

was not obtained until late April of 1996, the | ease had actually

8The Bankruptcy Court apparently entered the order
authorizing the | ease on April 26, 1999, leading to sone
di screpancies in the Superseding Indictnment between the date of
Lee's filing (April 29, 1996) and the dates of his alleged
fraudul ent schene (" Cctober, 1995 through on or about April 26,
1996"). As these discrepancies do not affect our disposition of
this notion, we will not consider themfurther.

That is, their take was capped at a weekly paynment of
$500. 00; this would provide a maxi mrum paynent of approximately
$15, 500 over the course of the |ease.
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gone into effect the previous Cctober. ™

The Governnent all eges
that in Decenber, 1995, the owner of Ali Industries hired, at
Lee's pronpting, Lee's then-fiancee, and later wife, ' to act as
a consultant to Ali on the bed | ease contract. Ali paid Lee's
wife at |east $90,000% during Decenber 1995 and January 1996;
this paynment was, the Governnment clains, an inproper indirect
paynment to Lee.

On these all eged facts, the Governnment charges Lee with
Bankruptcy Fraud, specifically under 18 U S.C. § 157(2). The
Governnent argues that the consent order that Lee filed in
Bankruptcy Court on April 29, 1996 failed to disclose that he was
receiving indirect paynents fromAli through his to-be wfe, and
that, consequently, this filing served to execute or conceal a
schenme or artifice to defraud, nanely, Lee's negotiation of the

| ease and the arrangenent for his fiancee to be hired as a

consultant so Lee could funnel noney to hinself.

“Had the Bankruptcy Court not ultimately approved the
| ease, those gaining noney as a result of the | ease woul d have
been subject to disgorgenent of these funds to the court.

“The Superseding Indictnment does not refer to this
woman by name, so we are left to refer to her by title. Sheis
al so separately referred to as "Person #5": "Person #5 known to
the grand jury married defendant ROBERT C. LEE on or about April
19, 1996." Superseding Indictnment Count 1 at § 32.

“The result, clains the Governnent, of "an inflated
hourly rate.” Assum ng that Lee's wi fe worked ei ght-hour days
and five-day weeks as a consultant during the two nonths all eged
(cont ai ni ng approxi mately 40 wor kdays), the $90, 000 paynent woul d
yield an hourly wage of about $280. 00.
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I[11. The Statute

18 U.S.C. § 157'%, "Bankruptcy Fraud", states:

A person who, having devised or intending to
devi se a schene or artifice to defraud and
for the purpose of executing or concealing
such a schene or artifice or attenpting to do
so —

(1) files a petition under title
11,

(2) files a docunent in a
proceedi ng under title 11; or

(3) nmakes a fal se or fraudul ent
representation, claim or proni se
concerning or in relation to a
proceedi ng under title 11, at any
time before or after the filing of
the petition, or inrelationto a
proceeding fal sely asserted to be
pendi ng under such title,

shall be fined under this title, inprisoned
not nore than 5 years, or both.

As noted at the outset, neither we nor the parties have
found any case interpreting this newlaw The statute's

| egi slative history, * in House Report 103-835, * notes that the

Bpub. L. 103-394, Title II1l, § 312(a)(1)(B), 108 Stat.
4140 (Qct. 22, 1994).

““We are mindful that opinions differ as to the proper
use, if any, of legislative history in construing a statute, see,
e.g., WIlliamN. Eskridge, Jr., The New Textualism 37 UCLA L.
Rev. 621 (1990). As Justice Scalia put the matter with
characteristic pungency:

Judge Harold Leventhal used to describe the
use of legislative history as the equival ent
of entering a crowded cocktail party and

| ooki ng over the heads of the guests for
one’s friends.

(continued...)



statute is neant to cover "any person who know ngly,

fraudulently, and with specific intent to defraud uses the filing
of a bankruptcy petition or docunent, or makes a false
representation, for the purpose of carrying out a fraudul ent
schene.” H R 103-394, at 57. The Report stresses that specific
intent to defraud nust be found. On the other hand, according to
the Report, the statute would not cover either (1) sonmeone who
makes a m srepresentation on a financial statement, and then
subsequently goes into bankruptcy, so long as the defendant had
not, at the tinme of the m srepresentation, planned the bankruptcy
as part of the schene; and (2) soneone who nmakes a fal se
statenment or prom se in a bankruptcy proceeding, so long as this
statenment or prom se was not nade as part of a schene to defraud

i nvol ving the bankruptcy proceeding. See id. at 58.

V. Analysis

I n assessi ng whether Lee's conduct is properly charged
under 18 U.S.C. § 157, we are guided by the canon of strict
construction, or the rule of lenity, which directs us to resolve
anbiguities in a crimnal statute so as to apply it only to

conduct the statute clearly covers. See, e.q9., United States v.

Lanier, 117 S. C. 1219, 1225 (1997). Moreover, "due process

¥(. .. continued)
Conroy v. Aniskoff, 507 U S. 511, 519, 113 S. C. 1562, 1567
(1993)(Scalia, J., concurring). In the absence of other
comrentary on 8 157, however, we wll (wth apologies to Justice
Scalia) discuss it here.

%1994 U.S.C.C. A N. 3340, 3366-67.
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bars courts from applying a novel construction of a crim nal
statute to conduct that neither the statute nor any prior
judicial decision has fairly disclosed to be within its scope.”
1d.

On this standard, and upon a close reading of both the
statute and the Superseding Indictnment, we find that due process
wi |l not support charging Lee under 18 U S.C. § 157.

The Governnent alleges that 8§ 157 was triggered by the
consent order Lee filed on April 29, 1996, which allegedly
executed or conceal ed the fraudul ent schene to obtain indirect
paynents through his wife's | ease consulting services. As an
initial matter, we note that the veracity of the consent order,
per se, is not an issue. The Governnment nmakes its allegations
not under 8§ 157(3), involving a "false or fraudul ent
representation, claim or promse”, but rather under 8§ 157(2),
requiring nerely "fil[ing] a docunment in a [bankruptcy]
proceedi ng". Indeed, the Governnent does not dispute that there
was a | ease and that Lee in fact received paynents in accordance
with the consent order that he filed.

Thus, we are left to consider exactly how the filing
served the "purpose of executing or concealing" the alleged

6

fraudul ent scheme. '® Addressing first the issue of "executing",

Even if the allegation were under § 157(3), we would
still have to resolve the "executing or concealing" issue;
however, in a 8 157(3) case the Governnent woul d have
additionally to prove the false or fraudul ent character of the
representation.



we observe that the filing was nmade on April 29, 1996, while the
al | egedly fraudul ent paynents had been nade over three nonths
before, in Decenber of 1995 and January of 1996. This tine
sequence naturally raises the issue of causation -- how could the
later filing have "executed" the earlier paynent? The Governnent
argues that without the April 29, 1996 filing wth the Bankruptcy
Court, the bed |lease from Gstony to Ali would have ultimtely
been rendered invalid and Lee's wife could then have been
conpelled to return her consultant's fees, and thus the schene to
defraud woul d have failed. The filing, the Governnent avers, was
t herefore necessary to the execution of fraud.

Thi s notw t hstandi ng, we cannot agree that 8§ 157(2)
crimnalizes this behavior. Prior to the filing on April 29,
1996, Lee's wife had already pocketed the consultant's fee from
Ali. Had Lee not filed the consent order, the creditors would
have been left with civil renedies, through the Bankruptcy Court,
to recover the nonies paid out to Lee's wife, and the fact
remai ns that she already had the noney at the date of the filing.
G ven the strict construction we nust apply to crimnal statutes,
-- especially to those not previously construed -- we cannot find
that Lee's post hoc filing was in execution of this antecedent
putative fraud. The Governnent's argunent would have us regard
t he bankruptcy filing wwth respect to 18 U . S.C. § 157(2) nuch as

the use of the nails has conme to be seen in mail fraud



prosecutions under 18 U.S.C. § 1341': that any bankruptcy
filing related at all to a "schene or artifice to defraud" would
act essentially as a jurisdictional elenent to pull a fraud into
federal crime.' W decline to give § 157 such breadth without
nore specific direction from Congress.

A second question is whether Lee's filing can be
interpreted as having the purpose of "concealing" the schene to
defraud. Here, the Governnent avers that the filing conceal ed
the fraud because it represented to the Bankruptcy Court that Lee
woul d be conpensated in a certain way for the bed | ease, when in
fact he had, indirectly through his wfe, received additional
paynents. The Governnent argues that this non-disclosure anobunts
to an affirmative act of conceal ment that falls under § 157(2).

Agai n, we cannot agree with the Governnent's position
As the fiduciary of a debtor-in-possession, Lee doubtless had a
duty, in filing the consent order, to fully disclose all of his
remuneration fromthe | ease. Again, however, this is a civi
concern, not a crimnal one. To hold that such a non-di scl osure
acted to conceal the schene to defraud would take an om ssion

that already leads to civil liability and pile upon it crim nal

"The "schene or artifice to defraud" and "purpose of
executing" language in 18 U.S.C. §8 157 is simlar to that found
in 18 U S. C § 1341.

When queried on this point at the hearing, the
Governnent denied that it saw the bankruptcy filing as anal ogous
to a use of the mails in mail fraud, but we are unable to see how
we could stop short of such an interpretation if we found Lee's
actions to be chargeabl e under 8§ 157(2).
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sanctions. Such crimnalization of an om ssion would be to
expand 8 157 to the breadth of, for exanple, 8§ 10(b) of the
Securities Exchange Act of 1934, 15 U.S.C. § 78], and the

9

jurisprudence thereunder. ! Conpare the extraordinary breadth of

Exchange Act 8§ 10(b) -

It shall be unlawful for any person, directly
or indirectly,

(b) To use or enploy, in
connection with the purchase or
sale of any security registered on
a national securities exchange or
any security not so registered, any
mani pul ati ve or deceptive device or
contrivance in contravention of
such rules and regul ations as the
Commi ssion nay prescribe as
necessary or appropriate in the
public interest or for the
protection of investors.? —

Wi th the bare bones | anguage of 8§ 157(2). W thout clearer

gui dance from Congress in the text of the statute, we will not
create a crine of omssion fromLee's post hoc alleged failure to
meet his fiduciary duty of disclosure to the Bankruptcy Court and
the creditors. To do so would deprive Lee of his due process

rights to have fair warning of his crimnal liability. See Boui e

%See, e.q., Carpenter v. United States, 484 U.S. 19,
108 S. C. 316 (1987); Chiarella v. United States, 445 U S. 222,
100 S. Ct. 1108 (1980).

®pyrsuant to this legislative authority, the
Commi ssi on pronul gated Rule 10b-5(b), 17 C.F. R 8§ 240.-10b-5(hb),
whi ch provides with respect to omssions that it is unlawful “to
onmt to state a material fact necessary in order to nmake the
statenments nade, in the |ight of the circunstances under which
they were made, not msleading.” This is precisely the | anguage
t he Governnent woul d have us read into 8§ 157.
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v. Gty of Colunbia, 378 U S. 347, 351, 84 S. (. 1697, 1701

(1964) (“The . . . principle is that no [person] shall be held
crimnally responsi ble for conduct which he could not reasonably
understand to be proscribed.” (internal quotations marks

omtted)).

V. Concl usi on

W do not doubt that Lee's behavior, as alleged, was

wrongful , #

and it seens clear that such acts would lead to civil
liability. Absent further guidance from Congress, however, we
cannot with fidelity to due process read the | anguage of 18

US. C 8 157 to crimnalize the post hoc om ssion alleged here.

“IFor that matter, such behavior may even be crinminally
char geabl e under sone other section of the United States Code.
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I N THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

UNI TED STATES OF AMERI CA ) CRI M NAL ACTI ON
V. :
ROBERT C. LEE ; No. 99-499
ORDER

AND NOW this 20th day of January, 2000, upon
consi deration of defendant's notion to dismss Count 10 of the
Super sedi ng I ndictment (docket nunmber 17) (formerly Count 14 in
the original Indictnment), and the Governnent's Response thereto,
and defendant's reply thereto, and after oral argunent on the
notion, and for the reasons stated in the acconpanyi ng
Menorandum it is hereby ORDERED t hat defendant's notion is
GRANTED.

BY THE COURT:

Stewart Dal zel |, J.



